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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

THORNTON, Judge: Respondent determ ned deficiencies in

petitioner’s Federal incone taxes as foll ows:

Year Defi ci ency
1993 $8, 209, 201

1994 1, 293, 762
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After concessions, the sole issue for decision is the anount
of unpaid | osses and | oss adjustnent expenses (collectively,
unpaid | osses) that petitioner is entitled to deduct pursuant to
section 832.1

FI NDI NGS OF FACT

The parties have stipulated sone of the facts, which we
incorporate in our findings by this reference.
Petitioner

Petitioner, a Wsconsin corporation, is a property and
casualty (P&C) insurance conpany whose predom nant |ine of
busi ness is providing nedical mal practice insurance for doctors
and hospitals. Fromits incorporation in 1986 through the years
in issue, petitioner sold insurance only in Wsconsin.

In the 1970s, the health-care industry experienced dramatic
i ncreases in nedical malpractice lawsuits and resulting danage
awards. In 1975, the State of Wsconsin responded with various
| egi slative reforns, including the creation of the Wsconsin
Patient’s Conpensation Fund (the Fund) to provide Wsconsin
health-care providers unlimted mal practi ce coverage in excess of
the primary coverage that each health-care provider was required

to carry as a condition of State licensing. Despite these

1 Unl ess otherwi se indicated, section references are to the
I nternal Revenue Code in effect for the taxable years in issue,
and Rule references are to the Tax Court Rules of Practice and
Pr ocedure.
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reforns, continuing increases in the frequency and severity of
medi cal mal practice clains resulted in an affordability crisis
for medical mal practice insurance coverage. In the 1980s,
certain large commercial carriers wwthdrew fromthe narket. The
W sconsin State Medical Society proposed the establishnent of a
physi ci an- owned nedi cal mal practice insurer to provide the
requi site primary coverage for its nmenbers, resulting in
petitioner’s incorporation in 1986.°?

Petitioner’s |Insurance Policies

On Novenber 1, 1986, petitioner began issuing “clains-nmade”
medi cal mal practice insurance policies—i.e., policies that cover
al l eged acts of nmal practice for which a claimis filed while the
policy is in force, provided that the alleged act of mal practice
to which the claimrelates occurred after the “retroactive date”
(typically the date on which the insured first purchases
coverage). Petitioner’s policies also included an option to
provide “tail coverage’--i.e., coverage for clains relating to
events that occurred before the retroactive date. During the
years in issue, about 85 percent of petitioner’s policies were

i ssued on a clai ns-made basis; the remai nder were “occurrence-

2 lnitially, petitioner was capitalized by a $3.25 nillion
contribution fromthe Physicians Insurance Co. of Chio (PICO and
a $250,000 contribution fromthe State Medical Society. During
the first 3 years of petitioner’s operations, physicians whom
petitioner insured were required to purchase stock in petitioner.
The capital raised from policyhol der-owners was used to redeem
nearly all of PICOs interest in petitioner.
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based” policies—i.e., policies that cover alleged acts of

mal practice commtted while the policy is in force, regardl ess of
when the injury is discovered or the claimis reported.

Under petitioner’s policies, no formal claimwas required to
establish coverage within a given policy period. Rather, to
establish coverage, it sufficed for an insured to notify
petitioner of an incident that mght ultimately give rise to a
claim Petitioner referred to such informal notifications as
“incident reports”.

To di scourage frivolous clains and protect the reputations
of its physician insureds, petitioner maintai ned an aggressive
defense policy with respect to any claimthat was viewed as
nonneritorious. The existence of the Fund, which covered
i ndemmity paynents above petitioner’s statutorily mandated policy
limts, constrained petitioner’s risk exposure.® Petitioner was
statutorily required, however, to defend the interests of the
Fund for clainms that m ght involve indemity paynents above the
policy limts. Because of the existence of the Fund, petitioner
did not secure any reinsurance protection concerning its mnedical

mal practice risks.

3 By Wsconsin statute, the policy limts for property and
casualty (P&C) conpanies issuing nmalpractice policies were
$200, 000 per claimarising froman occurrence (and $600, 000
aggregate per year) for occurrences before July 1, 1987; $300, 000
for each such cl aim ($900, 000 aggregate) for occurrences between
July 1, 1987, and June 30, 1988; and $400, 000 for each such claim
($1 mllion aggregate) for occurrences after June 30, 1988.



Annual St at enent Requirenents

Since its incorporation, petitioner has been regul ated by
the Wsconsin Comm ssioner of Insurance (WCI). The WCI is
responsi bl e for, anong other things, exam ning financial
practices and market conduct of Wsconsin insurance conpani es.
Petitioner is required to file annual statenents with the W2 and
to deliver each year a statenent of actuarial opinion regarding
t he adequacy of its reserves.

The National Association of |Insurance Comm ssioners (NAlC
an organi zation of State insurance conm ssioners, promnul gates
standard forns for insurance conpanies to use in preparing their
annual statenents. Insurance conpanies are required to prepare
their annual statenents using a system of accounting known as the
statutory or annual statenent nethod, which does not necessarily
conformto generally accepted accounting principles that govern
the preparation of an insurance conpany’s financial statenents.
Annual statenent reporting requires insurance conpanies to
estimate their unpaid | osses as of the close of each cal endar
year. These estimates of unpaid | osses are intended to reflect
the insurer’s liability for future paynents on incurred clains,
whi ch include insured events for which a claimhas been filed
(reported |l osses) as well as insured events for which no claim

has yet been filed (incurred but not reported | osses).



Petitioner’'s Actuaries

Petitioner enployed no in-house actuary. Instead, beginning
in 1986 and continuing through the years in issue, petitioner
retained the firmof Tillinghast-Towers Perrin (Tillinghast) to
performall its actuarial services, including estimation of its
unpai d | osses as part of its reserve reports.

In the course of preparing its various actuarial reports and
anal yses for petitioner, Tillinghast representatives net with
petitioner’s managenent and exchanged i nformation periodically.

In anal yzing petitioner’s unpaid |losses, Tillinghast’s
t echni ques and net hods changed over tine as petitioner’s business
grew and matured. For the years 1987 through 1989, petitioner
| acked historical clains data, and so Tillinghast relied al nost
exclusively on industry data to estinmate petitioner’s unpaid
| osses. Thereafter, it gradually increased its reliance on
petitioner’s data. For the years in issue, Tillinghast relied
heavily on petitioner’s data.

In 1991, Tillinghast began to use five specific actuari al
met hods (the five nmethods) in estimating petitioner’s unpaid
| osses.* It relied upon the five nmethods consistently throughout

the years in issue.

4 The five specific actuarial nethods (the five methods)
Tillinghast used were: (1) The Bornhuetter-Ferguson nethod
applied to incurred | osses; (2) the Bornhuetter-Ferguson nethod
applied to paid | osses; (3) the devel opnent nethod applied to
incurred | osses; (4) the devel opnment nmethod applied to paid
| osses; and (5) rating nodel devel opnent.
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In addition to using the five nethods, in arriving at each
of its ultimte |oss estimates for year ends 1993 and 1994,
Tillinghast also factored in (to a greater degree for 1994 than
for 1993) ultimate | oss estimates that it had selected in the
precedi ng year (prior selections).® Because the prior selections
were significantly higher than the estimtes indicated by any of
the five methods, the effect of factoring in the prior selections
was to significantly increase Tillinghast's ultimate |oss
estimates for each of the years 1993 and 1994.

Tillinghast’s point estimtes of petitioner’s unpaid |osses
for the years in issue were as foll ows:

Ti I I'i nghast Unpaid

Year Loss Estimate
1993 $74, 027, 009
1994 $77, 029, 796

Petitioner's Add-Ons to Tillinghast's Point Estinates

David L. Maurer (Maurer), petitioner’s treasurer and vice
presi dent of finances, was responsible for selecting an estimate
of unpaid | osses to be recommended to petitioner’s board of
directors and, follow ng approval, reported on petitioner’s

annual statenent. For the years in issue, Maurer reviewed each

> For exanple, in its analysis of petitioner’s unpaid | osses
for yearend 1993, Tillinghast first estinmated | osses by each of
the five nmethods for each report year. Rather than sinply bl end
these results to select ultimte |osses for each report year,
Tillinghast factored in the higher estimates of ultimte |osses
that had been selected in its yearend 1992 anal ysis.
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of Tillinghast's draft reports and concl uded that for annual

st at enent purposes petitioner should report estimted unpaid

| osses that were al nost 10 percent higher than Tillinghast’s
estimates. Consistent with these recommendations, in its 1993
and 1994 annual statenents, petitioner reported estinmated unpaid
| osses that differed fromTillinghast’'s estimates as shown bel ow

1993 1994

Unpai d | oss reserves
on petitioner’s

annual st at enent $81, 391, 000 $84, 559, 000
Tillinghast’'s
recommended reserves 74,027, 009 77,029, 796
D fference 7,363,991 7,529, 204
Per cent age 9.95 9.77
Tillinghast’'s Final Reports

Tillinghast’s final reports for yearends 1993 and 1994,
dated February 10, 1994, and February 8, 1995, respectively, show
its original estimates of petitioner’s yearend | oss reserves as
wel | as the higher anmpbunts of petitioner’s “carried” |oss
reserves, noting the difference between these estimtes in both
dol l ars and percentages. The Tillinghast reports do not
ot herw se di scuss the variations between its | oss reserve
estimates and the reserves that petitioner carried on its annual
statenents, which were al nost 10 percent higher.

The 1993 and 1994 Tillinghast reports state identically in

their prefatory “Conditions and Limtations” sections:
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While we believe that the reserve indications and

met hods used to determne the reserve indications are
reasonabl e, the devel opnment of these indications
requires the projection of future contingent events;
thus, it is not possible to guarantee that these

reserves wll prove to be adequate or not excessive.
Petitioner’'s Representation Letters to Tillinghast
Before Tillinghast prepared its final reserve reports each

year, it required petitioner to provide a representation letter.
In connection with Tillinghast’s review of petitioner’s |oss
reserves at yearend 1993, petitioner’s February 1994
representation letter to Tillinghast confirnmed, anong other

t hi ngs, that petitioner had not know ngly w thheld from
Tillinghast any “relevant information which would materially
affect the loss and | oss adjustnent expense reserves”, that
information furnished to Tillinghast for the cal culation of the
| oss and | oss adj ust nent expense reserves was “conplete and
accurate”, and that Tillinghast had been advised of “all known
changes in internal nethods or procedures which would materially
af fect the determ nation of needed | oss and | oss adj ust nent
expense reserves”. Petitioner’s February 1995 representation
letter, in connection with Tillinghast’s review of petitioner’s
| o0ss reserves at yearend 1994, was substantially identical.

Third-Party Reviews of Petitioner’'s Loss Reserves

Coopers & Lybrand

The accounting firm of Coopers & Lybrand (Coopers) revi ewed

petitioner’s 1993 and 1994 annual statenents. Coopers also
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conducted a yearend audit of petitioner’s 1993 and 1994 fi nanci al
st at ement s.
1993 Audi t

In connection with the Coopers yearend 1993 audit of
petitioner’s financial statenents, Coopers actuary Chris Nel son
(Nelson) reviewed a draft of Tillinghast’s 1993 report,
Tillinghast’s 1993 rate review, and certain underlying exposure
data frompetitioner. On the basis of his review, Nelson
concluded that Tillinghast’s actuarial nethodol ogi es and
assunptions in estimating petitioner’s unpaid | osses were
“appropriate and reasonable.” 1In addition, Nelson reviewed
petitioner’s carried unpaid | osses for 1993. Nel son noted that
these carried unpaid | osses were 9.9 percent above the
Tillinghast point estimate. Nelson concluded that this deviation
was acceptable froman actuarial perspective, indicating that a
reserve range of mnus 5 percent to plus 10 percent was conmobn
for Tillinghast anal yses.

After consulting with Nel son, Coopers’s nonactuari al
audi tors concluded that petitioner’s unpaid | osses on its 1993
annual statenent exceeded the range suggested under Coopers’s in-
house gui delines. These guidelines specified a nmechani cal
formul a which the Coopers auditors used to test whether
petitioner’s recorded reserves were realistic and nmeani ngful.

After further assessnent, however, the Coopers auditors
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determ ned that no unpaid | oss adjustnent was necessary for
financial statenent purposes. As stated in an undated Coopers
wor ki ng paper, the somewhat “conservative” nature of petitioner’s
carried reserves for financial statenment purposes was supported
by several factors, including the follow ng:

[Petitioner] is a relatively young conpany with

adequate, but not extrenely significant, amounts of

historical results to access the adequacy of |oss

reserves.

[Petitioner] wites only nedical mal practice liability

policies * * * [which are] considered extrenely

vol atile and may be subject to significant swings in

experience between years. * * * [Petitioner’s]

managenent has stated that as recently as the first

guarter of 1993 their reserve projections indicated

deficiencies for the first time in Conpany history.

Al t hough the inpact on current year net incone is

considered significant, the inpact on retained earnings

(slightly over 5% is not considered overly

significant.

The establishnment of reserves does not effect [sic] the

trend in earnings and does not have a significant

i npact on managenent incentive or other bonus plans.

The Conpany is not publicly traded and there is

currently no active market for the existing outstanding

shar es.

1994 Audi t

I n connection with Coopers’s 1994 yearend audit of
petitioner’s 1994 financial statenments, Coopers actuary Don
Skrodeni s (Skrodenis) reviewed a draft of Tillinghast’s 1994
report, Tillinghast’'s 1994 rate review, and certain underlying

exposure data frompetitioner. On the basis of his review,
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Skrodeni s concl uded that the actuarial nethodol ogi es and
assunptions used to develop Tillinghast’s point estimte were
“reasonable”. In addition, Skrodenis reviewed petitioner’s
unpaid | oss estimate for 1994. Skrodenis noted that petitioner’s
carried |l oss reserves at yearend 1994 were 9.8 percent above the
Tillinghast point estimate. Skrodenis concluded that this 9.8
percent “redundancy” was acceptable from an actuari al
per specti ve.

After consulting with Skrodenis, Coopers’s auditors
determined that Tillinghast's point estimate was |ikely the
m dpoi nt of a range whose wi dth was plus 10 percent or mnus 5
percent of the best point estimate. These auditors concl uded
that petitioner’s unpaid | osses on its 1994 annual statenent
exceeded the range suggested under Coopers’s in-house guidelines.
As in 1993, the 1994 guidelines specified a nechanical formula
whi ch the auditors used to test the reasonabl eness of
petitioner’s recorded reserves. Utimately, after further
assessnent, the Coopers auditors determ ned that no unpaid | oss
adj ustment was required for financial statenent purposes. As
stated in an undated Coopers worki ng paper, the sonmewhat
“conservative” nature of petitioner’s carried reserve was

supported by several factors, including the foll ow ng:



- 13 -
[Petitioner’s] loss * * * reserves fall within the
range established by Tillinghast of +10% of their best
poi nt esti mate. [©
[Petitioner] is a relatively young conpany with
adequate, but not extrenely significant, amounts of
historical results to assess the adequacy of | oss
reserves.
[Petitioner] wites only nedical mal practice liability
policies. This line is considered extrenely volatile
and nmay be subject to significant swings in experience
bet ween years.
A wite-down of the current year reserves woul d effect
[sic] the Conpany’s trend in earnings. Mnagenent’s
incentive or bonus plans are not directly effected
[sic] by current year earnings.
The Conpany is not publicly traded and there is
currently no active market for the existing outstanding
shar es.

A portion of the reserve redundancy is maintained to
of fset potential tax exposure.

Wth regard to the last factor |isted above, the Coopers
wor ki ng paper noted that as a result of an audit of petitioner’s
1991 and 1992 tax returns, the Internal Revenue Service (IRS) had
proposed various adjustnments, including adjustnents arising from
a determnation that petitioner’s | 0ss reserves were excessi ve.
The Coopers worki ng paper notes that for petitioner’s taxable
years 1991 and 1992, these proposed tax adjustnents total ed

approximately $6.1 mllion.

6 This observation is unsupported by the evidence, which
does not indicate that Tillinghast ever “established” or
communi cat ed the exi stence of any particular range around its
poi nt esti mates.
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AM Ri sk Consultants, |nc.

The WCI retained the actuarial firmAM R sk Consultants,
Inc. (AM), to review petitioner’s 1993 annual statenent unpaid
| osses. In an opinion letter dated Novenber 30, 1994, AM
determ ned that petitioner’s unpaid | oss reserves, as reported on
petitioner’s 1993 annual statenent, “Make a reasonabl e provision,
in the aggregate, for all unpaid | oss and | oss adj ustnent expense
obl i gations of the Conpany under the terns of its policies and
agreenents.” In support of this conclusion, AM conducted its
own analysis of petitioner’s unpaid | osses. The AM anal ysis
made use of data through June 30, 1994, that was not available to
Tillinghast as of January 1994. Like Tillinghast, AM used paid
and incurred | oss devel opnent nethods as well as a paid
Bor nhuetter-Ferguson nethod. Unlike Tillinghast, AM did not
factor in any prior selections.’

The AM report estimated petitioner’s 1993 unpaid | osses at
$87, 419, 000. The AM report concluded that petitioner’s 1993
annual statenent unpaid | oss reserves were “reasonable”, falling
within a range that AM deterni ned had a “l ow end” of $81, 300, 000

and a “high end” of $93,539,000. The AM report stated that its

" Since AM Risk Consultants, Inc. (AM), had not prepared
any previous report for petitioner, it would not have had
avail abl e any prior selections of its own.
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concl usi on “appears to be consistent” with Tillinghast’s 1993
yearend reserves study.

Petitioner’'s Operating Experience

Petitioner has recorded a surplus every year since it was
incorporated in 1986. Fromits inception through the years in
i ssue, petitioner’s ultimate | osses have proved each year to be
significantly lower than it originally estimted for annual
statenent purposes in earlier years.® For the years in issue,
petitioner’s redundancies (excesses as determ ned by hindsight)
inits loss reserves were also significantly higher
than the average redundancies in |loss reserves for the nedical
mal practice industry as a whol e.

Wth respect to each of the years in issue, A M Best Co.

(Best)® rated petitioner’s consolidated financial condition and

8 For exanple, on its 1994 annual statenent, petitioner
revised downward its original estimtes of unpaid | osses for
prior coverage years as foll ows:

Cover age As Oiginally As Estimated on 1994 Per cent age

Year Report ed Annual St at enent Decr ease
1987 $3, 379, 000 $1, 658, 000 51
1988 10, 580, 000 4,183, 000 60
1989 17, 276, 000 8, 507, 000 51
1990 25, 746, 000 13, 266, 000 48
1991 29, 166, 000 16, 445, 000 44
1992 27,948, 000 19, 820, 000 29
1993 30, 003, 000 28, 819, 000 4

® A M Best Co.,
i nsurance industry,

conpani es each year.

a rating agency specializing in the

rates the financial condition of P&C
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operating performance as B++ (Very Good). Best’s 1994 report
(with reference to petitioner’s 1993 annual statenent) indicated
that in 1993 petitioner had recorded its |argest net operating
gain of the last 5 years and stated: “Based on favorable

devel opnent of its conservatively stated | oss reserves,

[ petitioner’s] managenent took down $4.5 million of aggregate
reserves in 1993.” Best’'s 1995 report (with reference to
petitioner’s 1994 annual statenent) indicated that petitioner
“has generated very profitable operating results in recent years
as net investnent incone was enhanced by favorable | oss reserve
devel opment” and predicted that petitioner’s strong earnings
woul d continue in the near term partly because petitioner
“conservatively reserves for its underwiting exposures”.

Petitioner’s Tax Returns and Respondent’s Determ nations

On its Federal incone tax returns for taxable years 1993 and
1994, petitioner reported undi scounted unpaid | osses in the sane
anounts shown on its annual statenents.

Usi ng a conputer program known as Exhi bi t maker, which was
devel oped by Coopers, respondent determ ned that petitioner’s
undi scount ed unpai d | osses were overstated and shoul d be reduced

to the | evel s shown bel ow

As Reported As Det erm ned
Year by Petitioner by Respondent
1993 $81, 391, 000 $46, 508, 000

1994 84, 559, 000 45, 549, 000
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OPI NI ON
The issue for decision is whether petitioner correctly

reported its undi scounted unpaid | osses for purposes of conputing
its deduction for |osses incurred, pursuant to section
832(b)(5).1° Petitioner contends that because it reported the
sane estimates of unpaid | osses on its annual statenents and tax
returns, and because it estimated these unpaid |losses in a
reasonabl e manner, using sound busi ness practices, these
estimates shoul d be accorded deference for Federal incone tax
pur poses. Respondent contends that petitioner’s estimtes of
unpai d | osses were not fair and reasonabl e.

Applicable Law

Petitioner, as a nonlife insurance conpany, mnust conpute its
t axabl e i ncome under section 832. See sec. 831. Under these
statutory provisions, gross incone includes anounts earned from
i nvestment and underwriting inconme, “conputed on the basis of the
underwriting and i nvestnent exhibit of the annual statenent
approved by the National Association of |Insurance Conm ssioners”.
Sec. 832(b)(1)(A). Underwiting incone is defined as “the
prem uns earned on insurance contracts during the taxable year

| ess | osses incurred and expenses incurred.” Sec. 832(b)(3).

0 For each year in issue, petitioner clainmed deductions for
increases in its discounted unpaid | osses pursuant to sec.
832(b)(5) after discounting the amounts reported as undi scount ed
unpaid | osses. The parties have not raised any issue regarding
the nmethod of discounting these | osses.
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“Losses incurred” neans |l osses incurred during the taxable year
on i nsurance contracts and includes increases for the year in
“di scounted unpaid | osses (as defined in section 846)”. Sec.
832(b)(5)(A) .1 As defined in section 846(b)(1), “unpaid | osses”
general ly neans “unpai d | osses shown in the annual statenent
filed by the taxpayer for the year ending wwth or within the
taxabl e year of the taxpayer.” Unpaid |osses include any unpaid
| oss adj ustnent expenses. Sec. 832(b)(6).

Taxabl e i ncome equal s gross incone, as described above, |ess

vari ous deductions allowed pursuant to section 832(c). Sec.

11 Sec. 832(b)(5)(A) provides in relevant part:

In general.--The term “l osses incurred” nmeans | osses
incurred during the taxable year on insurance contracts
conputed as foll ows:

(i) To losses paid during the taxable year, deduct
sal vage and rei nsurance recovered during the taxable
year.

(1i) To the result so obtained, add all unpaid
| osses on |life insurance contracts plus all discounted
unpaid | osses (as defined in section 846) outstanding
at the end of the taxable year and deduct all unpaid
| osses on |life insurance contracts plus all discounted
unpai d | osses outstanding at the end of the preceding
t axabl e year.

(ti1) To the results so obtained, add estimated
sal vage and reinsurance recoverable as of the end of
t he precedi ng taxabl e year and deduct estimated sal vage
and reinsurance recoverable as of the end of the
t axabl e year.
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832(a). One of the deductions allowed is for “losses incurred”
as defined in section 832(b)(5).%* Sec. 832(c)(4).

The applicabl e regul ati ons, which have renmai ned
substantively unchanged since their pronmulgation in 1944, require
the taxpayer to establish that its estimate of unpaid |osses is
“fair and reasonabl e’ and represents “only actual unpaid | osses.”
Sec. 1.832-4(b), Incone Tax Regs. (the applicable regulations);

see State of Md. Deposit Ins. Fund v. Commi ssioner, 88 T.C. 1050,

1059 (1987). The applicable regulations provide as foll ows:

(5 In conputing “losses incurred’” the
determ nation of unpaid | osses at the close of each
year must represent actual unpaid |osses as nearly as
it is possible to ascertain them

(b) Losses incurred. Every insurance conpany to
whi ch this section applies nust be prepared to
establish to the satisfaction of the district director
that the part of the deduction for “losses incurred”
whi ch represents unpaid | osses at the close of the
t axabl e year conprises only actual unpaid | osses. See
section 846 for rules relating to the determ nati on of
di scount ed unpaid | osses. These |osses nust be stated
i n anobunts whi ch, based upon the facts in each case and
t he conpany’s experience with sim|lar cases, represent
a fair and reasonable estimte of the anmount the
conpany will be required to pay. Anounts included in,
or added to, the estimates of unpaid | osses which, in
the opinion of the district director, are in excess of
a fair and reasonable estimate wll be disallowed as a
deduction. The district director may require any
i nsurance conpany to submt such detailed information
wWith respect to its actual experience as is deened

12 Al t hough such a deduction woul d appear potentially
duplicative of losses incurred that are taken into account in
determ ning the underwiting income conponent of gross incone
under sec. 832(b)(3), the statute specifically prohibits the sane
item from bei ng deducted nore than once. See sec. 832(d).
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necessary to establish the reasonabl eness of the

deduction for “losses incurred.” [Sec. 1.832-4(a)(5)

and (b), Income Tax Regs.]

Petitioner does not dispute the validity of the applicable
regul ati ons but argues that they nust be construed so as to
accord deference to the unpaid | oss estinates reflected on the
taxpayer’s annual statenent, provided the taxpayer has used “good
faith business judgnent” in preparing those estinmates.
Petitioner’s contention is at bottom a rehashing of |ong-rejected
argunents that the Code reflects a congressional expectation that
the estinmates of unpaid | osses used for tax purposes should
conformto the precise figures shown on the annual statenent. In
rejecting such argunents and upholding the validity of the
appl i cabl e regul ations, the Court of Appeals for the First
Crcuit stated:

Congress’s requirenent that the N. A 1.C [annual

statenent] formbe followed as the only acceptable

net hod for conputing an insurance conpany’ s gross

income * * * [provides] no support * * * for the

contention that the nere inclusion of certain figures

on the congressional |l y-approved annual statenent can

prevent the Comm ssioner’s adjustnent for the purpose

of identifying tax deficiencies. * * * [Hanover |ns.

Co. v. Conm ssioner, 598 F.2d 1211, 1217 (1st Cr
1979), affg. 69 T.C 260, 272 (1977).]

The Court of Appeals for the First GCrcuit noted that accepting
such a contention woul d be “tantanount to a sanctification of the
estimated figures as well as the formitself, no nmatter how

unfair or unreasonable.” 1d. (quoting Hanover Ins. Co. v.

Comm ssioner, 65 T.C 715, 719 (1976)); see also Pac. Enployers
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Ins. Co. v. Conm ssioner, 89 F.2d 186, 187 (9th Gr. 1937)

(“While the anobunt of a reserve set up in the [annual statenent]
exhibit mght coincide with the anount of ‘losses incurred as
conputed according to the statute * * * the nere fact that the
reserve is designated for ‘losses incurred” does not establish
that the anopunt of such reserve is the anmount of ‘| osses
incurred” within the nmeaning of the federal statute.”), affg. 33

B.T.A 501 (1935); Hanover Ins. Co. v. Conm ssioner, 65 T.C. at

719. 1

13 Petitioner cites various cases to support its contention
that the Code requires conformty between the estinmates of unpaid
| osses shown on its annual statenent and on its tax return. As
this Court has previously stated in rejecting simlar argunents,
“the cited cases which held the annual statenent to be concl usive
did not involve the reasonabl eness of the estinmated figures
appeari ng on such statenent, but rather the format or nethodol ogy
of such statenent”. Hanover Ins. Co. v. Conm ssioner, 65 T.C
715, 719 (1976). For instance, N.H. Fire Ins. Co. V.

Commi ssioner, 2 T.C. 708 (1943), cited by petitioner, addressed
the i ssue of whether certain reinsurance transactions should be
taken into account, and Bitum nous Cas. Corp. v. Comm ssioner, 57
T.C. 58 (1971), addressed the issue of whether the taxpayer
correctly deducted reserves for policyhol der dividends, in
accordance wth annual statenent nmethodology. Simlarly, in
Sears, Roebuck & Co. v. Conmi ssioner, 972 F.2d 858 (7th G

1992), affg. in part and revg. in part 96 T.C. 61 (1991), the
Court of Appeals for the Seventh Crcuit held that the taxpayer
was entitled to rely upon the annual statenent nethod of
accounting for |losses on certain nortgage | oans. The Court of
Appeal s suggested, however, that the precise figures shown on the
annual statenent were not conclusive, stating that on remand the
Tax Court was free to consider the Comm ssioner’s argunent that
the taxpayer’s returns for the years in issue “did not use a
proper case-based nethod of approximating its |oss reserves.”

Id. at 868.
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I n Hanover, 65 T.C. at 719, this Court concluded that the
appl i cabl e regul ati ons were deened to have recei ved congressi onal
approval and acquired the force of |law by virtue of having been
“long continued w thout substantial change, applying to unanended
or substantially reenacted statutes”. This tacit congressional
approval was nade overt when, as part of the Tax Reform Act of
1986, Pub. L. 99-514, sec. 1023(c), 100 Stat. 2085, 2399,
Congress added section 846 (requiring that unpaid | osses be
di scounted to reflect the tinme value of noney for clains that
woul d not be paid until future years). |In explaining these
changes, the conference report acconpanying this |egislation
described prior |aw as foll ows:

The amount of the deduction for |osses incurred

must be reasonable. See Reg. sec. 1.832-4(b) and

Hanover I nsurance Co. v. Conm ssioner, 598 F.2d 1121

(st Cr. 1979), cert. denied, 444 U. S. 915. Thus,

under present |law, the Internal Revenue Service may

review, and, if appropriate, adjust the anmount of the

deduction for unpaid | osses and unpai d | oss adj ust nent

expenses. [H Conf. Rept. 99-841 (Vol. 11), at I1-357
(1986), 1986-3 C.B. (Vol. 4) 1, 357.]

Petitioner argues that various technical aspects of certain
1986 and 1990 Code anendnents relating to P&C conpani es
“continued, and in sonme ways strengthened, deference to the
Annual Statenent”. Wthout a protracted di scussi on of
petitioner’s highly technical argunents in this regard, suffice
it to say that we have reviewed themcarefully and find them

unpersuasive. Even if we were to assune, arguendo, that Congress
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denonstrated an intent to “continue” deference to the annual
statenent, Congress also explicitly stated its understandi ng, as
descri bed above, that such deference does not preclude the IRS
fromadjusting the estimates used on the annual statenent. W
are unconvi nced that Congress intended to “strengthen” deference
to the annual statenent by expanding it beyond the limts
reflected in the applicable regulations and judicial precedents,
as expressly referenced in the legislative history.

The applicable regulations “give notice to the taxpayer that
the Code wll be enforced”, by restating the principle that
t axpayers nmust prove their entitlenment to deductions. Hanover

Ins. Co. v. Conm ssioner, 598 F.2d at 1219. These procedural

aspects of the applicable regulations are consistent with general
burden of proof concepts that obtain in this Court. \Wether a
taxpayer’s estimates of its unpaid |losses are fair and reasonabl e
is essentially a valuation issue and thus a question of fact.

Hanover Ins. Co. v. Commi ssioner, 69 T.C. at 270. The burden of

proof is upon the taxpayer. 1d.; see Rule 142(a); Welch v.

Hel vering, 290 U. S. 111 (1933); Pittman v. Conm ssioner, 100 F.3d

1308, 1313 (7th Cir. 1996), affg. T.C. Menp. 1995-243.
Consistent with the requirenents of the applicable

regul ations, this Court has stated that when the annual statenent

met hodol ogy is predicated on estimates, those estimtes nust be

the “best possible.” Bitum nous Cas. Corp. v. Conm ssioner, 57
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T.C. 58, 78 (1971); Mnn. Lawers Miut. Ins. Co. v. Conm SsSioner,

T.C. Menob. 2000-203. This does not nean that there is (or could
be, except in hindsight) a single “correct” estimate.* |t does
mean, however, that the taxpayer nmust be prepared to objectively
validate that the nethods and assunptions it relied upon to nake

its estimate are reasonable. See Mnn. Lawers Miut. Ins. Co. V.

Commi ssi oner, supra (the taxpayer failed to establish the

necessity or appropriateness of a bulk “adverse devel opnent
reserve” that its managenent established as an addition to the
case reserves determned by its claimdepartnent); cf. Vinson &

Elkins v. Comm ssioner, 99 T.C. 9, 57 (1992) (in the context of

pensi on plan regul ation, the section 412(c)(3) requirenent that
actuarial estimates be reasonable and offer the actuary’ s “best
estimate” of actuarial experience does not connote a single “best
estimate” but instead requires validation of actuari al
assunptions in choosing a reasonable range and in selecting a
value within the range), affd. 7 F.3d 1235 (5th Cr. 1993).

The Expert Wtnesses

Both parties called expert witnesses to offer their opinions
regardi ng the reasonabl eness of petitioner's unpaid |oss

estimates. W evaluate expert opinions in light of all the

4 For exanple, this Court has rejected an argunent that the
m dpoi nt of an actuarially sound range is the only fair and
reasonabl e estimate. See Utah Med. Ins. Association v.
Comm ssioner, T.C Menp. 1998-458.




- 25 -
evidence in the record, and we may accept or reject the expert
testinmony, in whole or in part, according to our independent

evaluation of the evidence in the record. See Helvering v. Natl.

Gocery Co., 304 U. S 282, 295 (1938); Ml achinski v.

Conm ssioner, 268 F.3d 497 (7th Gr. 2001); Estate of Davis V.

Conmm ssioner, 110 T.C 530, 538 (1998).

Petitioner offered expert testinony of Onen d eeson
(d eeson), Robert Sanders (Sanders), and Janes Hurley (Hurley).
Petitioner called Hurley to rebut certain conclusions of
respondent’s experts. Respondent offered expert testinony of
Frederick Kil bourne (Kilbourne) and David to (Oto), each
affiliated with the Kil bourne Co., who jointly submtted the
expert report of the Kilbourne Co. on behalf of respondent.

Onen d eeson

G eeson anal yzed the reports that Tillinghast prepared for
petitioner for 1993 and 1994. He concluded that Tillinghast’s
reserve anal yses were perforned in a reasonabl e manner, enpl oying
nmet hodol ogi es that were “appropriate to the Iines of business
bei ng analyzed.” In particular, he opined that in estimating
unpai d | osses for each of the years 1993 and 1994, Tilli nghast
appropriately gave weight to the prior year’s selected ultimte
| osses. deeson opined that it was reasonable for petitioner to
rely upon the Tillinghast reports. He did not specifically

address the appropriateness of petitioner’s al nbost 10-percent
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addition to Tillinghast’s point estimtes of unpaid
| osses. deeson offered no i ndependent estinmates of petitioner’s
unpai d | osses for either year in issue.

Robert Sanders

Sanders opined that the unpaid claimliabilities that
petitioner established for the years in issue were “reasonably
stated based on facts known at the tinme.” He opined that
Til l'i nghast used appropriate nethodol ogies and that its point
estimates of petitioner’s unpaid | osses for the years in issue
were “reasonable estimtes.”

Sanders opined that it was reasonable for petitioner to
estimate its unpaid | osses at anpunts al nbst 10 percent above
Tillinghast’s point estimtes because he believed it was
reasonable to inply a range around the Tillinghast point estinate
of plus or mnus 10 percent. |In support of this conclusion,
Sanders cited various factors, including: (1) The historically
vol atile nature of the nedical mal practice insurance industry,
| eading to inherent uncertainty in estimates for this |line of
busi ness; (2) petitioner’s “relative immturity”; and
(3) “growi ng evidence” of a “deteriorating clains environnent”.
H's report also lists various “relevant factors that could inpact
* * * [petitioner’s] exposure to loss that were not explicitly
recognized in Tillinghast’s actuarial nethods”, including, inter

alia, the size of the conpany, the |ack of geographic spread of
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risk, and increased clains and litigation being threatened
agai nst petitioner.

Sanders testified that he knew of no actuarial standard of
practice or guideline that suggests a 10-percent tol erance on
either side of a best estimate, stating that it was a “very
judgnental area.”

To prepare his report, Sanders exam ned petitioner’s annual
statenents for 1993 and 1994; Tillinghast’s yearend 1993 and
yearend 1994 reports; Tillinghast’s rate reviews prepared in
Cct ober 1993 and Septenber 1994; reports drafted by respondent’s

experts; and various publicly accessible docunents and filings.

Sanders never net with Tillinghast personnel to discuss
Tillinghast's reports, however, nor did he review any of
Tillinghast’'s pre-1993 reports for petitioner or any of

Tillinghast’ s working papers beyond the exhibits supporting
Tillinghast's reports.

Ki | bourne and to

In their joint report, Kilbourne and Gtto concl uded t hat
petitioner’s estimates of its unpaid | osses for 1993 and 1994
were too high. They stated that they had reviewed Tillinghast’'s
reports and work papers and had concluded that Tillinghast’s work
“vi ol ates professional actuarial standards then in place”,
particularly as regards its reliance upon “prior selections”.

They al so opined that petitioner’s al nost 10-percent add-ons
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“contradict the actuarial work done by Tillinghast.” On the
basis of their independent anal yses, Kilbourne and Oto concl uded
that fair and reasonabl e estinates of petitioner’s unpaid | osses
were $50 million for 1993 and $39 mllion for 1994.

Ki | bourne and Oto also reviewed the AM report and
concluded that it relied upon “erroneous cal cul ati ons and
unsupportabl e assunptions”. They stated that if these defects
had been cured, the results of the AM analysis would corroborate
t heir own concl usi ons.

James D. Hurl ey

The Hurley rebuttal report responded to three criticisnms
that Kil bourne and O to made of the AM analysis: (1) The use of
incorrect premumdata in AM’s application of the Bornhuetter-
Ferguson actuarial nmethod; (2) inappropriate interpolation of
| oss devel opnent factors in AM’s application of the paid | oss
devel opnent actuarial nethod; and (3) inappropriate selection of
factors generally in the AM anal ysis.

Hurl ey concluded that the first criticismnoted above was
valid and that if the AM analysis were adjusted to correct this
error, AM’'s point estimate of petitioner’s 1993 unpaid | osses
shoul d be reduced from $87, 419, 000 to $82, 544, 000. Hurley
concl uded that the second-nentioned criticism*®“involves a matter
of actuarial judgnent” but stated nonetheless that if one were to

adjust the AM report for this issue as well as the first-
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mentioned i ssue, AM’s point estimate of petitioner’s 1993 unpaid
| osses shoul d be reduced to $71,915,000. Hurley concl uded that
the third-nmentioned criticism*®involves purely actuari al
j udgment” and offered no conclusion as to how adjusting for this
i ssue mght affect the AM point estinates.
Anal ysi s

On the basis of all the evidence in the record, we concl ude
that petitioner has failed to establish that it made fair and
reasonabl e estimates of its actual unpaid | osses for the years in
issue. In particular, petitioner has failed to establish that
its add-ons of alnost 10 percent to Tillinghast’s point estinmates
wer e reasonabl e or appropriate.

On brief, petitioner argues that its managenent’s deci sions
to increase Tillinghast’s point estimte were “not actuarial in
nature” but instead were based on certain “qualitative concerns”,
particularly regarding “the basic actuarial assunption that past
experience wll replicate itself in the future.” Consequently,
petitioner argues, the 10-percent add-ons resulted in “an
appropriate expression of conservatism based on the inplied range
around Tillinghast’s unchanged point estimte.”

Petitioner offered no evidence to show how it arrived at the

preci se anounts of its add-ons to Tillinghast’s point
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estimates.® Petitioner offered no contenporaneous docunentary
evi dence supporting the basis for its add-ons to Tillinghast’s
point estimate. Petitioner introduced into evidence an undated
and untitled docunent that Maurer contends is a |list of
“qualitative factors” that he relied upon to justify petitioner’s
increments to Tillinghast’s point estimates.® Petitioner has
not established, however, that this list, which Maurer created
after the fact, relates to the years in issue.! Consequently,
the list is of little probative value. Even if we were to
assunme, for sake of argunent, that the list accurately reflects
factors that petitioner contenporaneously relied upon in arriving
at its add-ons to Tillinghast’ s point estimates, petitioner has

not established that these factors do not duplicate factors that

15 Al t hough David L. Maurer (Maurer) testified that he
selected his estimates of unpaid | osses as a point that was “ten
percent above Tillinghast’s initial point estimate”, his
testi nony was vague and evasive as to why the unpaid | oss
estimates were not in fact exactly 10 percent greater than
Tillinghast’s point estimate, but rather 9.95 percent greater in
1993 and 9.77 percent greater in 1994.

1 The list notes the following “qualitative factors”: A
trend toward i ncreased clainms agai nst corporations; possible
l[itability to the Wsconsin Patients Conpensation Fund for
settlenments or bad faith clains; turnover in clients; pending
tort reformlegislation; greater uncertainty with “new states”
and other lines of business recently offered; and increased
l[itigation resulting frompetitioner’s aggressive clainms defense.

7 Maurer testified that he did not recall when he prepared
the list, but he believed it was in 1997. He testified that he
did not “recall exactly what period of tinme * * * [the |ist]
relates to”. According to his testinony, he spent 10 or 15
m nutes putting this docunent together.
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Tillinghast had already considered in its actuarial anal yses.18
To the contrary, Maurer testified that “many of these itens were
di scussed with Tillinghast at one tinme or another.” Maurer
testified that Tillinghast “did know, in general terns, about
sonme of the factors we were considering” in arriving at their
increnments to Tillinghast’s point estinmates. Maurer testified
t hat al though he | ooked at the Tillinghast reports, “I did not
| ook specifically at their nethodol ogies or their selections”.
In his testinony, Maurer was unable to confirmthat Tillinghast

ever checked to see whether the “qualitative factors” m ght have

al ready been factored into the Tillinghast point estinates.
In its representation letters to Tillinghast, petitioner
represented that it had disclosed to Tillinghast all factors that

would materially affect |oss reserves. Kurt Reichle (Reichle),
Tillinghast's appointed actuary for petitioner during the years
in issue, testified that Tillinghast relied on these letters to

be accurate and conplete and stated that he could not recall that

8 Moreover, if we were to assune, for the sake of argunent,

that Tillinghast declined to consider sone of these factors in
its actuarial anal yses, petitioner has failed to show that
Tillinghast acted inproperly in this regard. W are unpersuaded

that all of these “qualitative factors” should have been
considered in estimating petitioner’s unpaid | osses for the years
in issue. For instance, because petitioner did business only in
W sconsin during the years in issue, it is unclear why
uncertainty regardi ng business in “new states” should enter into
the estimation of unpaid | osses for the years in issue.
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Tillinghast ever explicitly refused to consider any particul ar
factor in estimating petitioner’s unpaid | osses.

Furthernore, there is no evidence in the record of any
actuarial standard that supports an “inplied range” of plus or
m nus 10 percent around an actuary’s point estimate. To the
contrary, Reichle testified that although the concept of an
inplied range of reasonabl eness is consistent with the
uncertainty inherent in any particular point estimte of unpaid
| osses, it is inpossible to quantify generally how wi de such a
range woul d be, since the width of the range woul d depend upon
t he confidence | evel denmanded. °

Reichle testified somewhat tentatively that “I guess in the
case at hand, our view was that * * * |[f a conpany carried a
reserve in their annual statenment within ten percent of our
estimate, * * * that was reasonable.” Reichle also testified,
however, that any such inplied range had to be determ ned on a
“conpany- by- conpany and case-by-case basis” and that he “woul dn’t
want to quite generalize it * * * within the industry and that
kind of thing”. Reichle offered no specifics as to what factors
he m ght have considered in arriving at a conclusion that a 10-
percent inplied range was reasonable in the instant case or what

confidence | evel such a range mght inply. Consequently, the

¥ 1'n other words, the width of the inplied range would
approach infinity as the confidence | evel approached zero.
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evidence is inadequate for us to assess the reasonabl eness of any

conclusion by Tillinghast as to a 10-percent inplied range around
their point estimate. 1In any event, the evidence does not
establish that Tillinghast contenporaneously conmunicated with

petitioner about any such inplied range.?

Sanders testified that, in his opinion, it was reasonabl e
for petitioner to select unpaid | oss estimates on the basis of an
inplied range of plus or mnus 10 percent, but that he knew of no
actuarial standard of practice or guideline that suggests such a
10- percent tolerance. Although Sanders identified various
factors that m ght support a 10-percent tol erance, he admtted on
cross-exam nation that he did not know to what extent Tillinghast
had actually considered such factors in selecting its point
estimates or whether petitioner had considered such factors in
increasing Tillinghast’s point estimtes by approximately 10
per cent .

The AM report addressed only petitioner’s 1993 (and not its
1994) unpaid |l osses. The AM report concluded that petitioner’s
1993 unpaid | oss reserves were at the “low end” of a reasonable
range. Respondent’s experts, Kilbourne and Oto, concluded that

the AM report contained errors that caused its 1993 unpaid | oss

20 Kurt Reichle testified that he could not recall that

Till'i nghast ever communi cated such an inplied range to
petitioner. Simlarly, Maurer testified that he could not recal
specific conversations that he had wth anyone at Tillinghast

about such an inplied range.
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estimates to be significantly overstated. Petitioner’s rebuttal
expert, Hurley, concurred wth key aspects of Kilbourne's and
Oto' s criticisms of the AM analysis and opined that if the AM
anal ysis were adjusted to reflect certain of their criticisns,
the AM point estimate for 1993 unpaid | osses woul d be reduced to
$71, 915, 000— an anount slightly below Tillinghast’s 1993 poi nt
estimate.?* In light of Hurley's conclusions, the AM report
does not support petitioner’s add-ons to Tillinghast’s 1993 and
1994 point estimates.

Coopers never expressly opined that petitioner’s unpaid |oss
estimates were reasonable. To the contrary, for each of the
years in issue, Coopers concluded that petitioner’s estimates of
its unpaid |l osses fell outside a reasonabl e range suggested by

Coopers’s in-house guidelines. Utimately, Coopers decided to

2l To be nore precise, Janes Hurley (Hurley) agreed with
Frederick Kil bourne (Kilbourne) and David Oto (Oto) that the
AM report contained certain errors, the adjustnent of which
woul d reduce the AM point estimte by $4, 875,000 to $82, 544, 000.
Hurl ey noted that if the AM analysis were adjusted to account
for certain other of Kilbourne’s and Gtto’s criticisns, which
Hurl ey opined involved “matters of actuarial judgnment”, the AM
poi nt estimate shoul d be reduced by $15, 504,000 to $71, 915, 000.
Hurley did not expressly align hinself with the actuari al
judgnent of either AM or Kilbourne and Gtto. W note, however,
that Hurley conmputed the effect of a correspondi ng adjustnent for
this issue, while declining to offer a correspondi ng adj ust nent
for another of Kilbourne’'s and Oto's criticisnms of the AM
anal ysis, which Hurley characterized as involving “purely
actuarial judgnent”. W infer that Hurley recognized nerit in
those criticisns raised by Kilbourne and Oto for which he
conput ed correspondi ng adjustnents. Accordingly, to that extent,
we construe Hurley’s report as corroborating Kilbourne’s and
Oto' s criticisms of the AM anal ysis.
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override these in-house guidelines and to require no adjustnent
to petitioner’s annual statenment estimates, |argely because
Coopers did not consider the effects of any overstatenent of
these estimates to be “significant” for financial disclosure
purposes.?> The nmere fact that a potential overstatenent in
unpaid | oss estimates is not deened significant or material for
financi al statenment purposes, however, does not nean that the
estimates are fair and reasonable within the neaning of the
applicable regulations. In fact, Coopers specifically noted that
the “inpact on current year net inconme is significant”. O
course, failure to clearly reflect net incone is at the heart of
our concerns here.

Regardi ng petitioner’s 1994 financial statenments, Coopers
noted that “A portion of the reserve redundancy is maintained to
of fset potential tax exposure” relating to IRS audits of
petitioner for prior years. This comment strongly suggests that
petitioner’s estimates of its unpaid | osses did not conprise
“only actual unpaid | osses” on its insurance contracts, as
requi red by the applicable regulations. Sec. 1.832-4(a)(5) and

(b), I'nconme Tax Regs.; see State of Md. Deposit Ins. Fund v.

22 Anpbng the reasons stated for the Coopers & Lybrand
deci sion that no unpaid | oss adjustnents were required for
petitioner’s financial statenments were the follow ng: “The
i npact on retained earnings (slightly over 594 is not considered
overly significant”; there would be no “significant inpact” on
bonus pl ans; and petitioner “is not publicly traded and there is
currently no active market for the existing shares.”



Conmi ssioner, 88 T.C. at 1059.

In sum petitioner has failed to establish that its
sel ection of unpaid | oss estimates al nost 10 percent greater than
its actuary’s point estimates was based on reasonabl e net hods or

assunptions. Cf. Hospital Corp. of Am v. Conmm ssioner, T.C

Menmo. 1997-482 (insurance conpany failed to establish the
reasonabl eness of unpaid | osses where it relied upon the
extrapol ati on of a recommended range from fi xed dol |l ar val ues
contained in its actuary’s reserve analysis reports).

Accordingly, petitioner has failed to establish that its
estimates of unpaid | osses, insofar as they include the al nost
10- percent add-ons to Tillinghast’s point estimtes, are fair and
reasonable within the meani ng of the applicable regulations.

Determ nation of Fair and Reasonabl e Estimtes of Unpaid Losses

Respondent’ s experts’ estimates of petitioner’s unpaid
| osses differ in anobunt not only fromTillinghast’s point
estimates but also (by a smaller margin) fromrespondent’s

determinations in the statutory notice.?® Contending broadly

2 The unpaid | oss estimates selected by Tillinghast,
respondent (in the statutory notice), and respondent’s experts
were as foll ows:

Ti I I'i nghast Respondent’ s Respondent’ s
Year Poi nt Esti nates Det er m nati ons Experts
1993 $74, 027, 009 $46, 508, 000 $50, 000, 000

1994 77,029, 796 45, 549, 000 39, 000, 000
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that his experts’ estimates confirmthe estimates reflected in
the statutory notice, respondent urges us to sustain his
determ nati ons.

On brief, respondent’s primary criticismof Tillinghast’'s
met hodol ogy relates to Tillinghast’s use of “prior selections”.
Respondent’ s conplaint, in essence, is that instead of
calculating petitioner’s unpaid | osses by averaging the results
i ndicated by the five specific actuarial nmethods that it
enpl oyed, Tillinghast inproperly inflated the final result by
factoring in the higher ultimate | oss estimtes that Tillinghast
had selected in the preceding year.

We are unpersuaded by respondent’s criticisnms of
Tillinghast’s actuarial nethods. Reichle and petitioner’s
experts offered credible testinony that the weighing of prior
sel ections was standard practice in the industry and was
justified in the present circunstances.? The Coopers auditors
determined that Tillinghast’s estimtes and assunptions were
reasonable. On the basis of the record before us, we decline to
second-guess Tillinghast’s professional judgnment that
consideration of prior-year |oss estinmates was a reasonabl e guard

agai nst overoptimsmwhere trends in nedical mal practice

24 For exanple, Onen deeson testified that it would not

have been reasonable for Tillinghast to have stopped with the
results derived fromits five specific actuarial nethods, and
that it was “necessary” for Tillinghast to consider its prior

sel ecti ons.
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experience had recently reversed course fromunfavorable to
favorabl e, and where there was uncertainty about the credibility
of sone of petitioner’s current data.? Tillinghast's use of
prior selections appears to be anal ogous to the so-called

| ookback nethod that we found to be proper in Uah Med. Ins.

Association v. Commi ssioner, T.C Meno. 1998-458.

In attacking Tillinghast’s use of prior selections,
respondent relies on the Kil bourne Co. report, which states that
“As a matter of actuarial science” Tillinghast's reliance on
prior selections was not justified, especially given that
petitioner’s unpaid | oss reserve redundanci es were hi gher than
the industry norm The general tenor of the Kilbourne Co. report
is adversarial toward Tillinghast, accusing Tillinghast of
consciously violating various actuarial precepts.? Oto

testified that Tillinghast’s estimates refl ected a conscious

2 Respondent nmakes much of the fact that Tillinghast gave
its prior selections greater weight in 1994 than in 1993. The
evi dence shows, however, that the increased weight for prior
selections in 1994 was expl ained by facts specific to 1994,

i ncl udi ng changes in petitioner’s incidence reporting and
restatenents of petitioner’s data bases that caused Tillinghast
to have greater uncertainty about the integrity and credibility
of petitioner’s current data in 1994.

26 The Kil bourne Co. report states, for instance, that
Til i nghast “mani pul ated their actuarial nethods through the
process of relying on ‘prior selections’ in a manner that cannot
be supported by the data.” Simlarly, the Kilbourne Co. report
states that in making its actuarial estimates, “Tillinghast
i ntroduced additional and extraneous cal cul ati ons which we
beli eve we can show were intended to incorporate margins (i.e.
excessive anounts) into the unpaid | osses.”
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decision to overstate petitioner’s reserves. At trial, however,
Oto conceded that he had no basis for this conclusion, except
that his actuarial analysis differed fromTillinghast’s.

We believe that Oto’s unsupported accusations and the
general ly adversarial tone of the Kilbourne Co. report are nore
i ndi cative of advocacy than of the “detached neutrality” we

demand of expert witnesses. See Estate of Halas v. Conm ssioner,

94 T.C. 570, 577-579 (1990). The usefulness and credibility of
respondent’ s experts are accordingly di mnished, and we give
their opinions little weight in this regard. See, e.g., Buffalo

Tool & Die Manufacturing Co. v. Conmissioner, 74 T.C. 441, 452

(1980); Anclote Psychiatric Cr., Inc. v. Conm ssioner, T.C

Meno. 1998-273; Podd v. Comm ssioner, T.C Meno. 1998-231.

We are al so unpersuaded by respondent’s contentions that
petitioner’s estimates of unpaid | osses were unreasonabl e because
they proved, in hindsight, excessive. As this Court stated in

Utah Med. Ins. Association v. Commi ssioner, supra: “Petitioner’s

reserves for unpaid | osses nust be fair and reasonable, but are
not required to be accurate based on hindsight.” The evidence
shows that Tillinghast took into account devel opi ng redundanci es

in establishing the estimates in question. Cf. Mnnesota Lawers

Mut. Ins. Co. v. Comm ssioner, T.C Menp. 2000-203 (taxpayer

failed to show that it took prior favorable experience into

account in establishing adverse devel opnent reserves).



Concl usi on

On the basis of all the evidence, we conclude and hold that
the best estimates of petitioner’s unpaid |osses for the years in
issue are Tillinghast’s point estimtes—i.e., $74,027,009 for
1993 and $77, 029, 796 for 1994.

We have considered all other argunents that the parties have
advanced for different results and find themto be noot,
irrelevant, or wthout nerit.

To reflect the foregoing and concessions by the parties,

Deci sion will be entered

under Rul e 155.




